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scipline.
During the 33-year history of our Company, the collective efforts of the
management team, the Board of Directors and the employees of Health Care
REIT, Inc. have remained focused on a disciplined approach to achieving our
objectives. Discipline in our underwriting, discipline in our monitoring,
discipline in our growth, discipline in our strategy and discipline in our

governance. We remain committed to this focus in order to continue to

generate solid returns and value to our stockholders.
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ealth Care REIT, Inc. is a self-administered, equity real estate
investment trust that invests in health care facilities, primarily skilled nursing and
assisted living facilities. We also invest in specialty care facilities. As of Decem-
ber 31, 2003, skilled nursing and assisted living facilities comprised approxi-

mately 92% of the investment portfolio. Founded in 1970, we were the first
60%

real estate investment trust to invest exclusively in health care facilities.

As of December 31, 2003, we had approximately $2.0 billion of
%

net real estate investments, inclusive of credit enhancements, in 328

Assisted Living
M Skiled Nursing
& Specialty Care

facilities located in 33 states and managed by 47 different operators. The

portfolio included 219 assisted living facilities, 101 skilled nursing facilities and

eight specialty care facilities.
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ROO3 Hiohlights

B Provided 17.3% compound annual rate of return over 33-year history
M Generated total return of 42% in 2003

B Paid 130th consecutive dividend in November 2003

B Completed record gross new investments of $576 million

M Invested in 98 new facilities

B® Surpassed $2.0 billion in total assets

| Raised over $600 million in new capital

B Raised an additional $69 million through enhanced DRIP program

B Expanded line of credit to $310 million

B Achieved across-the-board investment grade credit ratings:

d Moody’s — upgrade to Baa3 in 2003
1 S&P — BBB-
Q Fitch — BBB-

B Grew adjusted FFO per share 7% above 2002 level
M Reduced adjusted FFO payout ratio to 81% in the fourth quarter




Financial Highlights

Year Ended December 31
(In thousands, except per share data)

2003 2002 2001 2000 1999

Operating Data

Revenues 1 $ 201,031 $ 154,928 S 121,061 $ 121,513 § 115,989

Total expenses (1) 125,288 91,555 65,281 60,589 46,080

Income from contihuing operations 75,743 63,373 55,780 60,924 69,909

Discontinued operdtions, net 6,997 4,286 4,769 7,132 5,729

Net income : 82,740 67,659 60,549 68,056 75,638

Preferred stock dividends 9,218 12,468 13,505 13,490 12,814

Preferred stock redemption charge 2,790

Net income available to

common stockhg)lders $ 70,732 $ 55,191 $ 47,044 3 54,566 % 62,824

.- - - - - " " ]
Other Data

Average diluted common shares outstanding 44,201 37,301 31,027 28,643 28,384

Funds from operations (2) $ 119,463 $ 96,573 $ 77,531 $ 77,531 % 78,441

Funds from operations — adjusted (2) $ 125,045 § 98,871 $ 77,531 $ 77,531 § 78,441
Per Share Data

Net income availablje to common

stockholders (diluted) $ 160 $ 148 % 152 % 191 % 2.21

Funds from operations (diluted) (2) 2.70 2.59 2.50 2.71 2.76

Funds from operations — adjusted (diluted) (2) 2.83 2.65 2.50 2.71 2.76

Cash distributions per common share 2.34 2.34 2.34 2.335 2.27
Balance Sheet Daté

Net real estate investments $1,992,446 $ 1,524,457 $ 1,213,564 $ 1,121,419 $ 1,241,722

Total assets 2,182,731 1,594,110 1,269,843 1,156,904 1,271,171

Total debt : 1,013,184 676,331 491,216 439,752 538,842

Total liabilities 1,033,052 696,878 511,973 458,297 564,175

Total stockholders® equity 1,149,679 897,232 757,870 698,607 706,996

(1) Effective January I, 20()3, in accordance with FASB Statement No. 145, we reclassified the losses on extinguishments of debt in 2001 and 2002 to income from
continuing operations rather than as extraordinary items as previously required under FASB Statement No. 4.
(2) The following table represents a reconciliation of net income available to common stockholders and funds from operations (in thousands).

Year Ended December 31

2003 2002 2001 2000 1999

Net income available to '

common stockholders $ 70,732 $ 55,191 $ 47,044 $ 54.566  § 62,824
Provision for depreciation 52,870 40,350 30,227 22.706 17.885
Loss on investment | 2,000
Loss (gain) on sales of p:ropertics (4,139) 1,032 1,250 (1,684) (703)
Prepayment fees ) (990) (37 (1,565)
Funds from operations 119,463 96,573 77,531 77.531 78,441
Impairment of assets | 2,792 2,298
Preferred stock redemption charge 2,790

Funds from operations —jadjusted $ 125,045 $ 98.871 3 77,531 $ 77.531 % 78,441

Non-GAAP Financial Measure

Funds from operations. (FFO) is the generally accepted measure of operating performance for the real estate investment trust industry. We believe that FFO, along with
net income and cash flow provided from operating activities, is an importani supplemental measure because it provides investors an indication of our ability 1o service deb, 1o
make dividend payments and. to fund other cash needs. We primarily utilize FFO to measure our payout ratio which represents dividends paid per share divided by FFO per
diluted share. FFO does not|represent net income or cash flow provided from operating activities as determined in accordance with generally accepred accounting principles
and should not be considered as an alternative measure of profitability or liquidity. Additionally, FFO, as defined by us. may not be comparable to similarly entitled items
reported by other real estate investment trusts or other companies.

In August, the Securities and Exchange Commission (SEC) issued a clarification of Emerging Issues Task Force (EITF) Topic D-42. To lmplement the clarified
accounting pronouncement, our 2003 results reflect a reduction in net income available to common stockholders resulting from a non-cash, non-recurring charge of $2.79
million, or $0.06 per diluted share, due to the redemption of our 8.875% Series B Cumulative Redeemable Preferred Stock. The National Association of Real Estate
Investment Trusts (NAREIT) ‘has issued its recommendation rhat preferred stock redemption charges should not be added back to net income in the calculation of FFO.
Although we have adopted this recommendation, we have also disclosed FFO adjusted for the preferred stock redemption charge for enhanced clarity.

In October, NAREIT informed its member companies that the SEC is likely to change its position on certain aspects of the NAREIT FFO deﬁmtzon including impairment
charges. Previously, the SEC accepted NAREIT s view that impairment charges are effectively an early recognition of an expeczed loss on an impending sale of property and
thus should be excluded from FFO similar to other gains and losses on sales. However, the SEC's clarified interpretation is that recirring impairments taken on real property
may not be added back to net income in the calculation of FFO. Although we have adopted this interpretation, we have also disclosed FFO adjusted for the impairment
charges Jfor enhanced clarity, This modification of FFO does not impact our net income.
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out the health care and capital markets cycles. We detailed our progress in pursuing our goals of equity REIT status,

ur last several Annual Reports focused on the strategic positioning of your Company for success through-

investment grade ratings and seasoning the portfolio. Having attained our primary goals, we face questions relating to such
issues as our growth rate, the optimal size for the Company and our investment policies and criteria. I'll address these issues in

my concluding remarks.

Before doing so, let me summarize our 2003 results and developments, reflect on the historic strengths of the
Company, discuss our business model and provide our perspective on the health care sector
and capital markets. My letter also describes in detail the disciplined day-to-day processes that

have enabled your Company to succeed in the long-term care investment arena.

2003 Highlights

2003 was a year of unprecedented performance. The key 2003 metrics include the following:
1. We paid our 130th consecutive dividend to stockholders;

ll 2. Arecord $500 million of net investments were booked in quality assets, with five new
operators, driving total assets over $2.0 billion;

George L. Chapman 3. “Adjusted” FFO grew by approximately 7% over 2002 FFO resulting in the critical “adjusted”

Chairman and
Chief Executive Officer

FFO dividend payout ratio decreasing to 83% for 2003 and 81% in 4Q03;

4. Our total stockholder return for 2003 was 42%;

5. We received an investment grade rating from Moody’s Investors Service making us investment grade rated
by all thrée nationally recognized rating agencies (Moody’s, Standard & Poor’s and Fitch); and

6. Our revolving line of credit was increased to $310 million with two new banks joining our line.

Solid Foundation

HCN wa§ formed in 1970 as the first dedicated health care REIT and as a “captive” REIT for a company
that ultimately became Health Care and Retirement Corporation of America (“HCR”) (now Manor Care). Our
founders were also the key executive officers of HCR. Accordingly, from inception, our Company’s management
team has been deeply grounded in long-term care operations. Moreover, throughout our history, many of our Directors
have had a health c?:are background that has allowed them to provide management with enormous industry insight.

During our 33-year history, the Company experienced numerous health care and capital markets cycles. This
experience provided management with a seasoned perspective for evaluating investments and operating within the
cyclical capital markets. This perspective also contributed to the conservative underwriting and portfolio management

that is the Company’s hallmark.




We continue to believe that our investment strategy should focus on long-term care investments. Investing in
need-driven facilities with a proven, cost-effective platform should continue providing consistent returns to our stock-
holders. Both skilled nursing and assisted living facilities benefit from the evolution of the health care sector towards the
most cost-effective, least institutional setting.

In our 2000 Annual Report, “Performing Successfully on the Waves of Change,” I presented the Company’s
philosophical and operational underpinnings, culminating with the essential elements to long-term care investing:

1. Diversify by operator and location;

2. Monitor continuously and act quickly and decisively when operator problems surface and remain unresolved;

3. Invest based upon relative risk and reward within the long-term care cycle; and

4, Remember that the long-term care sector is not simply real estate — the operator is clearly the driver of value.

Portfolio Management

Even with a solid investment strategy, successful investing must be executed through an effective portfolio
management system. We believe that our continuously refined investment process minimizes the possibilities of trouble-
some investments. Yet, even with the most careful approaches, federal and state reimbursement changes can adversely
affect skilled nursing facility investments and overdevelopment of assisted living facilities and retirement centers can
affect census and pricing power for an assisted living portfolio. While these extrinsic factors may affect our portfolio, the
greatest risk in long-term care investing is operator execution. Caring for the elderly in a cost-effective manner is a
challenging, day-to-day business. Losing focus may lead to quality of care issues and cash flow concerns.

To mitigate these risks, we developed a comprehensive proprietary, state-of-the-art management information
system — a system now in its fourth generation. Our management information system has four components: 1) origina-
tion; 2) underwriting; 3) monitoring; and 4) industry research. We believe these defining capabilities set us apart from the

remainder of the health care REIT sector.

Origination The focus of our origination process is to identify investment opportunities that offer FFO accretion, fit
within our strategic commitment to asset and operator diversification and meet our investment criteria. Our top flight

marketing team, comprised of Chuck Herman, Mike Stephen and Chris Urban, generates investment proposals and

negotiates term sheets with operators. Generally, these term sheets define a multi-facility, multi-year relationship with an

operator that permits both the operator and the Company to assemble a diverse, strong portfolio.

Underwriting Once the term sheet is executed, the process shifts to the experienced underwriting team that is led by
Joe Weisenburger and Chris Simon. We believe that investing requires the separation of the origination and underwriting

functions to ensure objectivity. The team evaluates the operator, including its management team, experience and
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reputation for car%:, strategy, business plan and credit. As stated in our elements of successful investing, the operator is a
critical componeﬁt in the underwriting process. The underwriting process should identify all benefits and risks in order
for management to conclude that the operator has a feasible business plan.

The next stage of the underwriting process focuses on the facility and its market to ensure that HCN’s under-
writing standards jare met. All of the operator’s assumptions are tested and independently verified to determine
the sustainable cafsh flow and the resulting facility payment coverage. This process requires financial and valuation
analysis, a physical inspection of the asset and a market study that includes a visit to competitive facilities. We have a
full-time construcition manager, P. J. Johnson, who can be called upon in the event the physical inspection raises any
concerns. If this part of the underwriting is completed appropriately, we should have an investment in an asset within a
certain market that can be operated successfully.

Upon completion of this process, the transaction moves into the closing process where it undergoes rigorous
legal due diligence, including title work, survey, environmental review and appraisal. Our closing and due diligence
process is managed by Erin Ibele, our Vice President of Administration, who is in her 19th year with HCN. The due
diligence requirements and investment documentation are uniform by design. Any material deviations from our standard-

ized requirements|must be approved by our President, Ray Braun, or me.

Monitoring At closing, the process shifts to the monitoring team, led by Rachel Watson. We believe monitoring is a
critical component of our success. The primary focus of monitoring is to assess the ability of each investment to sustain
the required lease or loan payments. The operator is monitored to evaluate compliance with its business plan with special
emphasis on corporate liquidity and quality of care.

- We receive monthly financial statements and other operating data on each building in our portfolio. Any
variance from our operating benchmarks or significant changes from previous operating performance are reviewed
carefully. Conversjations with operators occur immediately to ensure that the operator has accurately assessed the
problem and has identified the appropriate steps to fix the problem in an acceptable timeframe. By identifying warning
signs at an early stage, we are generally able to work constructively with an operator and resolve any difficulties.

To the ex;tent a facility has not met certain requirements, HCN and the operator will work together to form a
plan of correction to move the facility back into compliance. Failure to meet the plan of correction generally results in the

Company divesting itself of the asset or transferring it to another operator that can execute effectively.

Industry Research The final element in our management information system is industry research, headed by Scott

Brinker. By being ‘knowledgeable in identifying trends and uncovering news that may impact operating results, we are

able to proactivelymanage our portfolio as well as develop new investment criteria and asset allocation weightings.




Our Portfolio

Let me now turn to our portfolio and its attributes. Our rigorous culling out of facilities, allocating and
reallocating to the strongest operators, has strengthened our portfolio. Moreover, our $1.0 billion of gross new invest-
ments during 2002 and 2003 significantly improved our portfolio, adding 148 new facilities with excellent real estate
attributes that are operated by 14 new operators. Based upon current facility operating cash flow, we believe that our
portfolio investment amounts are substantially below market values.

At year end, the average age of our portfolio was 11 years and the average age of our assisted living portfolio
was 7 years. Because of renovations and improvements to facilities, we believe the average economic age of our
portfolio is considerably below that of comparable properties in the United States. Our facilities generally are in MSA
markets with above average elderly concentration and growth rates. Moreover, most markets have significant legal and

practical constraints to future development.

Current Market Conditions

Our success in 2003 was driven in part by improved fundamentals in the skilled nursing and assisted living
sectors. Operating results in skilled nursing are largely dependent on reimbursement, occupancy, staffing costs and
insurance costs. In comparison to one year ago, the reimbursement environment is more stable. For example, Medicare
rates increased by over six percent in October 2003 after decreasing by roughly ten percent the previous year. Simi-
larly, one year ago we were concerned that state budget shortfalls would result in Medicaid rate cuts. However, most

states ultimately used other means to balance their budgets, including maximization of federal matching funds and

utilization of rainy day funds. The federal government also provided $10 billion of temporary relief to state Medicaid

programs. Consequently, the average Medicaid rate in our portfolio increased by roughly four percent. Occupancy is
also trending upward. The national average has increased by nearly five percent over the past two years. We believe the
increase is due primarily to a decreasing supply of nursing beds and continued growth in the elderly population.
Because staffing expenses often represent sixty to seventy percent of total operating costs, the industry has also
benefited from reduced nursing turnover and vacancy. Liability insurance costs continue to increase due to the inability
to pass federal tort reform. However, we believe that the pace of annual premium increases will moderate because
several states have recently enacted caps on non-economic damages. We would note that insurance generally repre-
sents less than five percent of total operating expenses and is therefore not the primary driver of operating results.
Operating results in assisted living are largely dependent on occupancy, rates and staffing costs. Momentum in
each area is positive. National occupancy is increasing due in large part to reduced new construction. Total assisted
living construction in the past two years is less than half of the average annual amount during the mid and late 1990s.

Pricing power has also improved. Monthly rates for operators in our portfolio increased five percent over the prior
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Letter to Stockholders

year, which is coﬁsistent with national trends. Finally, the assisted living sector has benefited from a decrease in
nursing turnover énd a decline in the number of unfilled nursing positions. Continued improvement in the fundamen-
tals of the assisteci living and skilled nursing sectors should have a positive impact on the Company’s performance.

The capital markets have been excellent for the Company as investors continue their preference for yield
investments. Moreover, investors are increasingly viewing real estate securities as core components of their portfolios.
During the last tw%o years we raised $984 million of attractively priced capital, $484 million of equity and $500 million
of debt. |

The Conilbination of our excellent capital markets access, together with somewhat limited capital for the
long-term care sector, provided us with attractive investment opportunities during the last several years. Begin-
ning in late 2003, capital flows to the assisted living and retirement center sectors improved, resulting in lower
cap rates and yield compression. If this trend continues, we may allocate more investment funds to the skilled
nursing sector. Reduced investment volume may result as well as we slow our growth awaiting the markets
return to equilibrium. Due to these concerns, our guidance to the Street for net investments in 2004 is $200
million, a far cry|from the $500 million of net investments in 2003. However, in our judgment, maintaining our
investment profilfe and standards is what has driven our 17.3% total return to our stockholders since inception.

That perspective |will guide our actions as we see how 2004 unfolds.

Concluding Remarks

Your management team is pleased with our progress over the last several years. The record year of perfor-
mance in 2003 we%s particularly gratifying. Yet, there is pressure for continuous growth, whether through facility
investments, cons§lidation with other companies or even expansion into other areas of health care investing.

We are carefully watching the long-term care markets, hoping that ample investment opportunities continue
to be available. Grjowth through consolidation provides an alternative approach with a whole set of additional com-
plexities. I can assure you that we will not become aggressive with investments, either directly or through consolidation.

We also regularly explore the possibility of expanding our focus beyond our core long-term care sector
investments. We cbntinue to resist doing so given our belief that the long-term care sector with its need-driven, cost-

effective platformlis the place to be. However, given the right asset opportunity and the availability of key additions to

our maragement tjeam, we might consider investments in additional types of health care or senior housing assets. We

have done so to a yery limited extent with investments in specialty care facilities such as stand-alone cardiovascular
and orthopedic/netirosurgical hospitals. A major move into any new area would only be undertaken after the most

careful preparatioﬁ and study given the different risk profiles of non-long-term care assets.




All of these global questions are discussed at regular intervals with our Board. The Directors are consummate
professionals with deep, broad backgrounds in such areas as health care, real estate and finance. We believe that our
Board, which is comprised of eight out of nine non-management Directors, is second to none in the health care REIT

sector and one of the best in the REIT arena.

This discussion leads naturally to my next comments. In January 2004, Tom DeRosa replaced our retiring

Director, Dick Unverferth. Tom brings a wealth of talent to our Board. Tom had a long and distinguished career in
investment banking, primarily with Alex. Brown & Sons, now Deutsche Bank. The last two years were served in Europe
as Global Co-Head of the Health Care Group. In 2002, Tom joined The Rouse Company, a REIT engaged in owning and
operating office and industrial buildings and large scale community developments, as Vice-Chairman and Chief Financial
Officer. His experience will be invaluable to us.

Tom replaces Dick Unverferth, a “founding” Director who retired after serving our Company and stockholders
for 32 years. Unfortunately, Dick passed away on February 24, 2004 after a long illness. Dick and his family operated a
large agricultural machinery company as well as a company that owned and operated skilled nursing and assisted living
facilities. Such a background allowed Dick to contribute greatly to your Company’s success. Yet, I believe that Dick’s
contribution was much greater than that attributable to his industry background and knowledge. In all things, Dick had a
quiet confidence that allowed him to listen carefully and offer advice at critical times and then, only after careful reflec-
tion. He was a mentor to all, but especially to this management team as we strove to drive the Company to the top of our
sector. He will be sorely missed.

On behalf of the management team, 1 wish to thank-you once again, our stockholders, for your support and

confidence. We will continue to work diligently to create additional stockholder value.

fon 20—

George L. Chapman
Chairman and Chief Executive Officer
March 15, 2004




[porate Governance

aintaining investor confidence and

trust has become increasingly important in
today’s business environment. Health Care REIT,
Inc.’s Board of Directors and management are
strongly committed to policies and procedures
that reflect the highest level of ethical business
practices. Our corporate governance guidelines
provide the framework for our business
operations and emphasize our commitment

to increase stockholder value while meeting all

applicable legal requirements.
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A Knowledge of the Market

ur management team is comprised of seven individuals with over 117
yéears of combined experience in health care and real estate finance. Our eight non-
management Directors also provide a wealth of experience derived from diverse.
backgrounds. Members of management stay connected with the long-term care
industry by serving on the boards of industry organizations such as the National
In‘yestment Center, the American Seniors Housing Association and the Assisted
Living Federation of America. Through relationship investing we are able to
maintain close ties with health care operators to provide value-added services and

monitor our investments on an ongoing basis. Our management information

|
|

system contains current regulatory information for every state in which we have a
skilled nursing or assisted living facility. We conduct extensive research on

cuirent topics 1n the real estate and health care industries in order to identify

industry trends and risks. By leveraging our market knowledge through the tools

of experience, technology and research, we have successfully executed our

inv%estment strategy of value-added growth.
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A Structure Built on Quality

ur organization is focused on identifying quality assets and
* increasing the value of our real estate over time. Our underwriting proce-

. dures are comprehensive, including independent verification of all aspects of
. an operator’s business plan. Our due diligence requirements and documenta-
tion are uniform by design and provide a standardization to our process. We

* use our proprietary, state-of-the-art management information system to

" monitor payment history, facility profitability, operator liquidity and a range

of other indicators of financial performance, enabling us to proactively

. mitigate payment risk. The result of our efforts is a solid portfolio of quality

facilities in strong markets.
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Focused Capital Management

ur success is also derived from a commitment to actively managing
our capital structure. We have increased stockholder value over the long-term
through prudent balance sheet and liquidity management.

We are pleased with our accomplishments during 2003 that served to
solidify this structure, including the Moody’s investment rating upgrade, the
increase in our line of credit and the raising of $69 million through our enhanced
DRIP program. In addition, we issued $350 million of senior unsecured notes,
including $250 million at 6.01%, and $100 million in series D preferred stock,
saving 100 basis points through the redemption of our series B preferred stock.
Finally, we streamlined our covenant packages on our senior unsecured notes and

lines of credit, to more closely align our covenants with those of other investment

grade REITs.
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PART 1

Item 1. Business
General

Health Care REIT, Inc., a Delaware corporation, is a self-administered, equity real estate investment
trust that invests in health care facilities, primarily skilled nursing and assisted living facilities. We also invest
in specialty care facilities. As of December 31, 2003, long-term care facilities, which include skilled nursing
and assisted living facilities, comprised approximately 92% of our investment portfolio. Founded in 1970, we
were the first real estate investment trust to invest exclusively in health care facilities.

As of December 31, 2003, we had $2,003,466,000 of net real estate investments, inclusive of credit
enhancements, in 328 facilities located in 33 states and managed by 47 different operators. At that date, the
portfolio included 219 assisted living facilities, 101 skilled nursing facilities and eight specialty care facilities.

Our primary objectives are to protect stockholders’ capital and enhance stockholder value. We seek to
pay consistent cash dividends to stockholders and create opportunities to increase dividend payments from
annual increases in rental and interest income and portfolio growth. To meet these objectives, we invest
primarily in long-term care facilitics managed by experienced operators and diversify our investment portfolio
by operator and geographic location.

We anticipate investing in additional health care facilities through operating lease arrangements with, and
loans for, qualified health care operators. Capital for future investments may be provided by borrowing under
our lines of credit, public offerings or private placements of debt or equity or the incurrence of secured
indebtedness.

LIS LI NT3

References herein to “we,” “us,” “our” or the “Company” refer to Health Care REIT, Inc. and its
subsidiaries unless specifically noted otherwise.

Portfolio of Properties

The following table summarizes our portfolio as of December 31, 2003:

Investments(1)  Percentage of Number of Number of Investment per  Number of  Number of

Type of Facility (in thousands) Portfolio Facilities  Beds/Units  Bed/Unit(2)  Operators(3)  States(3)
Assisted Living Facilities . . ... $1,196,450 60% 219 14,193 $ 85,391 31 31
Skilled Nursing Facilities . . . .. 648,354 32% 101 14,256 45,479 18 20
Specialty Care Facilities. . .. .. 158,662 8% 8 1,204 131,779 6 5
Totals .............. ... ... $2,003,466 100% 328 29,653

(1) Investments include real estate investments and credit enhancements which amounted to $2,000,271,000
and $3,195,000, respectively.

(2) Investment per Bed/Unit was computed by using the total investment amount of $2,018,967,000 which
includes real estate investments, credit enhancements and unfunded construction commitments for which
initial funding has commenced which amounted to $2,000,271,000, $3,195,000 and $15,501,000,
respectively.

(3) We have investments in properties located in 33 states and managed by 47 different operators.

Assisted Living Facilities

An assisted living facility is a special combination of housing, personalized supportive services and health
care services designed to meet the needs — both scheduled and unscheduled — of those who need help with
activities of daily living. Certain of cur assisted living facilities include other care levels, including independent
living, dementia care, and nursing services. More intensive medical needs of the resident within assisted living
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facilities may be provided by home health providers. Assisted living facilities represent less costly and less
institutional-like alternatives for the care of the elderly or the frail.

Skilled Nursing Facilities

Skilled nuirsing facilities provide inpatient skilled nursing and personal care services as well as
rehabilitative, restorative and transitional medical services. In some instances, skilled nursing facilities
supplement hospital care by providing specialized care for medically complex patients whose conditions
require intense medical and therapeutic services, but who are medically stable enough to have these services
provided in facilities that are less expensive than acute care hospitals.

Specialty Care Facilities

Our specialty care facilities include acute care hospitals, long-term acute care hospitals and other
specialty care hospitals. Acute care hospitals provide a wide range of inpatient and outpatient services
including, but not limited to, surgery, rehabilitation, therapy and clinical laboratories. Long-term acute care
hospitals provide inpatient services for patients with complex medical conditions that require more intensive
care, monitoring or emergency support than that available in most skilled nursing facilities. Other specialty
care hospitals provide specialized inpatient and outpatient services for specific illnesses or diseases including,
among others, orthopedic, neurosurgical and behavioral care.

Investments

We invest in health care facilities with a primary focus on long-term care facilities, which include skilled
nursing and assisted living facilities. We also invest in specialty care facilities. We diversify our investment
portfolio by operator and geographic location.

In determining whether to invest in a facility, we focus on the following: (a) the experience of the
tenant’s or borrower’s management team; (b) the historical and projected financial and operational perform-
ance of the faciﬁty; (c) the credit of the tenant or borrower; (d) the security for the lease or loan; and (e) the
capital committed to the facility by the tenant or borrower. We conduct market research and analysis for all
potential investments. In addition, we review the value of all facilities, the interest rates and debt service
coverage requiréments of any debt to be assumed and the anticipated sources for repayment of any debt.

Our investments are primarily real property leased to operators under operating leases and mortgage
loans. Construction financing is provided, but only as part of a long-term operating lease or mortgage loan. We
typically invest /in or finance up to 90% of the stabilized appraised value of a property. Economic terms
normally include annual rate increases and fair market value based purchase options in operating leases.
Depending upon market conditions, we believe that appropriate new investments will be available in the future
with spreads over our cost of capital that will generate appropriate returns to our stockholders. Operating
leases and mortgage loans are normally credit enhanced by guaranties and/or letters of credit. In addition,
operating leases are typically structured as master leases and mortgage loans are generally cross-defaulted and
cross-collateralized with other mortgage loans, operating leases or agreements between us and the operator
and its affiliates.

At December 31, 2003, 80% of our owned real property was subject to master leases. A master lease is a
lease of multiple facilities from us to one tenant entity under a single lease agreement. From time to time, we
may acquire additional facilities that are then leased to the tenant under the master lease. The tenant is
required to make one monthly payment that represents rent on all the properties that are subject to the master
lease. Typically, the master lease tenant can exercise its right to purchase the facilities or to renew the master
lease only with respect to all leased facilities at the same time. This “bundling” feature benefits us because the
tenant cannot limit the purchase or renewal to the better performing facilities and terminate the leasing
arrangement with respect to the poorer performing facilities. This spreads our risk among the entire group of
facilities withinithe master lease. The bundling feature may provide a similar advantage if the master lease
tenant is in bankruptcy. Subject to certain restrictions, a debtor in bankruptcy has the right to assume or reject

4




each of its leases. It is our intent that a tenant who is in bankruptcy would be required to assume or reject the
master lease as a whole, rather than making the decision on a facility by facility basis.

We monitor our investments through a variety of methods determined by the type of health care facility
and operator. Our monitoring process includes review of monthly financial statements for each facility,
quarterly review of operator credit, annual facility inspections and review of covenant compliance relating to
licensure, real estate taxes, letters of credit and other collateral. In monitoring our portfolio, our personnel use
a proprietary database to collect and analyze facility-specific data. Additionally, we conduct extensive research
to ascertain industry trends and risks.

Through monitoring and research, we evaluate the operating environment in each facility’s market to
determine whether payment risk is likely to increase. When we identify unacceptable levels of payment risk,
we seek to mitigate, eliminate or transfer the risk. We typically categorize the risk as operator, facility or
market risk. For operator risk, we typically find a substitute operator to run the facility. For facility risk, we
usually work with the operator to institute facility level management changes to address the risk. Finally, for
market risk, we often encourage an operator to change its capital structure, including refinancing or raising
additional equity. Through these monitoring and research efforts, we are typically able to intervene at an early
stage and address payment risk, and in so doing, support both the collectibility of revenue and the value of our
investment.

Operating Leases

Each facility, which includes the land, buildings, improvements and related rights, owned by us is leased
to an operator pursuant to a long-term operating lease. As discussed above, most of our leased properties are
subject to master leases. The leases generally have a fixed term of seven to 15 years and contain one or more
five to 15-year renewal options. Each lease is a net lease requiring the tenant to pay rent and all additional
charges incurred in the operation of the leased property. The tenants are required to repair, rebuild and
maintain the leased properties.

The net value of our completed leased properties aggregated approximately $1,726,836,000 at Decem-
ber 31, 2003. Operating lease income generally includes base rent payments plus fixed annual rent increases,
which are generally recognized on a straight-line basis over the minimum lease period. This lease income is
greater than the amount of cash received during the first half of the lease term. In some instances
(representing approximately 21% of real property), the leases provide for additional payment of rent if the
gross operating revenues from the property exceed a predetermined threshold. Revenues are not recognized
until these thresholds have been met. Rents, as recognized using the straight-line method where applicable, on
the original lease basis of our completed leased properties are approximately 11.5% per annum on average at
December 31, 2003. Our rental yield from leases depends upon a number of factors, including the initial rent
charged, up-front fees, any rental adjustments and, in some cases, facility-level revenue. The base rents for the
renewal periods are generally fixed rents set at the greater of a minimum agreed upon rate of return or a spread
above the Treasury yield for the corresponding period, generally with a floor of the prior year’s rate of return
plus the annual increaser.

We currently provide for the construction of facilities for the tenants as part of long-term operating leases.
We capitalize certain interest costs associated with funds used to finance the construction of properties owned
directly by us. The amount capitalized is based upon the balance outstanding during the construction period
using the rate of interest that approximates our cost of financing. Our interest expense is reduced by the
amount capitalized. We also typically charge a transaction fee at the commencement of construction. The
construction period commences upon funding and terminates upon the earlier of the completion of the
applicable facility or the end of a specified period, generally 12 to 18 months. During the construction period,
we advance funds to the operator in accordance with agreed upon terms and conditions which require, among
other things, a site visit by a Company representative prior to the advancement of funds. During the
construction period, we generally require additional credit enhancement in the form of payment and
performance bonds and/or completion guaranties. At December 31, 2003, we had outstanding construction
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financings of $14,865,000 ($14,701,000 for leased properties and $164,000 for construction loans) and were
committed to providing additional financing of approximately $15,501,000 to complete construction.

Mortgage Ldans

Our investments in mortgage loans are typically structured to provide us with interest income, principal
amortization and transaction fees and are generally secured by a first or second mortgage lien or leasehold
mortgage.

At December 31, 2003, the interest rates averaged approximately 11.1% per annum on our outstanding
mortgage loan balances. Our yield on mortgage loans depends upon a number of factors, including the stated
interest rate, average principal amount outstanding during the term of the loan and any interest rate
adjustments.

The mortgage loans made through December 31, 2003, are generally subject to three to 20-year terms
with principal amortization schedules and/or balloon payment of the outstanding principal balance at the end
of the term. Generally, the mortgage loans provide three to eight years of prepayment protection.

Working Capital Loans

Working capital loans are short-term loans made to operators of facilities and are typically either secured
and/or guaranteed. These instruments have terms ranging from three months to ten years. At December 31,
2003, the average interest rates (excluding any loans on non-accrual) were approximately 10.7% per annum on
our outstanding working capital loan balances. At December 31, 2003, we had provided working capital loans
to nine operators.

Subdebt Investments

Subdebt investments are loans made to operators of facilities and are generally secured by the operator’s
leasehold rights and corporate guaranties. Generally, these instruments are for four to seven-year terms. At
December 31, 2003, the average interest rates were approximately 12.0% per annum on our outstanding
subdebt investment balances. At December 31, 2003, we had provided subdebt financing to five operators.

Equity Investments

We had an investment in Atlantic Healthcare Finance L.P., a property group that specializes in the
financing, through sale and leaseback transactions, of nursing and care homes located in the United Kingdom.
This investment was accounted for under the equity method of accounting because we had the ability to
exercise significant influence, but not control, over the company due to our 31% ownership interest. In October
2003, we sold our investment in Atlantic Healthcare Finance L.P. generating a net gain of $902,000.

Other equity investments, which consist of investments in private and public companies for which we do
not have the ability to exercise influence, are accounted for under the cost method. Under the cost method of
accounting, investments in private companies are carried at cost and are adjusted only for other-than-
temporary declines in fair value, distributions of earnings and additional investments. For investments in
public companies that have readily determinable fair market values, we classify our equity investments as
available-for-sale and, accordingly, record these investments at their fair market values with unrealized gains
and losses included in accumulated other comprehensive income, a separate component of stockholders’
equity. These irivestments represent a minimal ownership interest in these companies.

Borrowing Policies

We may incur long-term indebtedness through public offerings or private placements. For short-term
purposes, we may, from time to time, obtain lines of credit or other short-term borrowings from banks or
others. When terms are deemed favorable, we may invest in properties subject to existing mortgage
indebtedness. In addition, we may obtain financing for unleveraged properties in which we have invested or
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may refinance properties acquired on a leveraged basis. Under documents pertaining to existing indebtedness,
we are subject to various restrictions with respect to secured and unsecured indebtedness.

Major Operators

The following table summarizes certain information about our operator concentrations as of Decem-
ber 31, 2003 (dollars in thousands):

Number of Total Percent of
Facilities Investment(1) Investment(2)

Concentration by investment:

Emeritus Corporation .. ... e 30 $ 232,018 12%
Southern Assisted Living, Inc..................... 46 211,633 11%
Commonwealth Communities LL.C. .............. 14 200,127 10%
Home Quality Management, Inc. ................. 25 143,113 7%
Life Care Centers of America, Inc......... e 17 120,810 6%
Remaining Operators (42) .........coviinn.. 196 1,095,765 54%
Totals ... 328 $2,003,466 100%
Number of Total Percent of
Facilities Revenues(3) Revenue(4)

Concentration by revenue:

Commonwealth Communities LL.C. .............. 14 $ 26,592 13%
Home Quality Management, Inc. ................. 25 14,886 7%
Life Care Centers of America, Inc................. 17 14,525 7%
Merrill Gardens LL.C......... ... ... .. ... ...... 12 14,397 7%
Alterra Healthcare Corporation . .................. 45 14,293 7%
Remaining Operators (42) . ........cooviviiinn... 215 122,221 59%
Totals ... 328 $206,914 100%

(1) Investments include real estate investments and credit enhancements which amounted to $2,000,271,000
and $3,195,000, respectively.

(2) Investments with our top five operators comprised 45% of total investments at December 31, 2002.

(3) Revenues include gross revenues and revenues. from discontinued operations for the year ended
December 31, 2003. ’

(4) Revenues from our top five operators were 43% and 40% for the years ended December 31, 2002 and
2001, respectively.

Competition

We compete with other real estate investment trusts, real estate partnerships, banks, insurance
companies, finance companies, government sponsored agencies, tax and tax-exempt bond funds and other
investors in the acquisition, leasing and financing of health care facilities. We compete for investments based
on a number of factors including rates, financings offered, underwriting criterion and reputation. The operators
of our facilities compete on a local and regional basis with operators of facilities that provide comparable
services. Operators compete for patients and residents based on a number of factors including quality of care,
reputation, physical appearance of facilities, services offered, family preferences, physicians, staff and price.




Employees
As of December 31, 2003, we employed 34 full-time employees.

Certain Government Regulations
Health Law Matters — Generally

We invest lin assisted living, skilled nursing and specialty care facilities, which represent approximately
60%, 32% and 8%, respectively, of our investments at December 31, 2003.

Typically, loperators of assisted living facilities do not receive significant funding from governmental
programs and are regulated by the states, not the federal government. Operators of skilled nursing and
specialty care facilities are subject to federal and state laws that regulate the type and quality of the medical
and/or nursing care provided, ancillary services (e.g., respiratory, occupational, physical and infusion
therapies), qualifications of the administrative personnel and nursing staff, the adequacy of the physical plant
and equipment; distribution of pharmaceuticals, reimbursement and rate setting and operating policies. In
addition, as described below, some of our facility operators are subject to extensive laws and regulations
pertaining to health care fraud and abuse, including kickbacks, physician self-referrals and false claims.

Licensing and Certification

The primary regulations that affect assisted living facilities are the states’ licensing laws. In granting and
renewing these licenses, the regulatory authorities consider numerous factors relating to a facility’s physical
plant and operations including, but not limited to, admission and discharge standards and staffing and training.
A decision to grant or renew a license is also affected by a facility’s record with respect to consumer rights and
medication guidelines and rules.

Generally, lour skilled nursing and specialty care facilities are required to be licensed on an annual or bi-
annual basis and to be certified for participation in the Medicare and Medicaid programs. These facilities are
subject to audits and surveys by various regulatory agencies that determine compliance with federal, state and
local laws. The failure of our facility operators to maintain or renew any required license or regulatory approval
or serious survey deficiencies could prevent them from continuing operations at a property. In addition, if a
facility is foundiout of compliance with the conditions of participation in Medicare, Medicaid or other health
care programs, lor if a facility is otherwise excluded from those programs, the facility may be barred from
participation in government reimbursement programs. Any of these occurrences may impair the ability of our
operators to meet their obligations to us. If we have to replace a facility operator, our ability to replace the
operator may be¢ affected by federal and state rules and policies governing changes in control. Under current
Medicare and Medicaid rules and regulations and provider contracts, a successor operator that assumes an
existing provider agreement will typically be subject to certain liabilities of the previous operator, including
overpayments, terms under any existing plan of correction and possibly sanctions and penalties. If a successor
operator chooses to apply for a new Medicare and/or Medicaid provider agreement, the successor operator
may experienceinterruptions and delays in reimbursement during the processing of its application for a new
provider agreement or its application may not be approved. This may result in payment delays, an inability to
find a replacement operator, a significant working capital commitment from us to a new operator or other
difficulties. ‘

Reimbursement

Assisted Living Facilities. Approximately 57% of our revenues for the year ended December 31, 2003,
were attributable to assisted living facilities. The majority of the revenues received by the operators of our
assisted living facilities are from private pay sources. The remaining revenue source is primarily Medicaid
waiver programs. Forty-one states currently have such programs, which allow Medicaid recipients to use
benefits for alternatives to skilled nursing such as assisted living and home health. The National Academy for
State Health Policy reports that Medicaid waiver programs serve about 102,000 residents in assisted living or
residential care settings. At December 31, 2003, 12 of our 31 assisted living operators utilized Medicaid
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waivers. For the year ended December 31, 2003, approximately 5% of the revenues at our assisted living
facilities were from Medicaid reimbursement.

Rates paid by self-pay residents are set by the facilities and are largely determined by local market
conditions and operating costs. Generally, facilities receive a higher payment per day for a private pay resident
than for a Medicaid beneficiary who requires a comparable level of care. The level of Medicaid reimbursement
varies from state to state, but rarely includes reimbursement for room and board. Thus, the revenues generated
by operators of our assisted living facilities may be adversely affected by payor mix, acuity level and changes in
Medicaid eligibility and reimbursement levels. Changes in revenues could in turn have a material adverse
effect on an operator’s ability to meet its obligation to us.

Skilled Nursing Facilities and Specialty Care Facilities. Skilled nursing and specialty care facilities
typically receive most of their revenues from Medicare and Medicaid, with the balance representing private
pay, including private insurance. Consequently, skilled nursing and specialty care facilities rely heavily on
government reimbursement. Changes in federal or state reimbursement policies, including changes in payment
rates as a result of federal or state regulatory action, or payment delays by fiscal intermediaries may also
adversely affect an operator’s ability to cover its expenses, including our rent or debt service. Skilled nursing
and specialty care facilities are subject to periodic pre- and post-payment reviews and other audits by federal
and state authorities. A review or audit of claims against a facility operator could result in recoupments,
denials or delays of payments in the future, which could have a material adverse effect on the operator’s ability
to meet its obligations to us. Due to the significant judgments and estimates inherent in payor settlement
accounting, no assurance can be given as to the adequacy of any reserves maintained by our facility operators
for potential adjustments to reimbursements for payor settlements. Due to budgetary constraints, governmen-
tal payors may limit or reduce payments to skilled nursing and specialty care facilities. As a result of
government reimbursement programs being subject to such budgetary pressures and legislative and adminis-
trative actions, an operator’s ability to meet its obligations to us may be significantly impaired.

Medicare Reimbursement and Skilled Nursing Facilities. For the year ended December 31, 2003,
approximately 28% of the revenues at our skilled nursing facilities (which comprised 37% of our revenues for
the year ended December 31, 2003) were from Medicare reimbursement. In an effort to reduce federal
spending on health care, the Balanced Budget Act of 1997 (“BBA”™) contained extensive changes to the
Medicare and Medicaid programs intended to reduce the projected payments under these programs. The BBA
fundamentally altered Medicare payment methodologies for skilled nursing facilities by mandating the
institution of the skilled nursing facility prospective payment system. This system differs significantly from the
prior cost-based reimbursement system. Among other things, it sets per diem rates based on 1995 cost reports
as adjusted by a variety of factors, including, but not limited to, costs associated with 44 resource utilization
group categories (“RUGs”). The payments received under the skilled nursing facility prospective payment
system cover services for Medicare patients, including all ancillary services, such as respiratory, physical, and
occupational therapy and certain covered medications. The skilled nursing facility prospective payment system
caused Medicare per diem reimbursement for skilled nursing facility services to decrease. The reductions in
Medicare payments resulted in immediate financial difficulties for skilled nursing facilities and caused a
number of operators to seek bankruptcy protection.

Since the BBA’s passage in 1997, the federal government has passed legislation to lessen the negative
financial impact from the prospective payment system. For example, under the Balanced Budget Refinement
Act of 1999 (“BBRA”) and the Benefits Improvement and Patient Protection Act of 2000 (“BIPA”), some
of the mandatory reductions in Medicare payment increases were reversed or delayed, and skilled nursing
facilities received temporary payment increases. BBRA included two key provisions: [i] a 20% increase for 15
of the RUGs and [ii] a 4% across-the-board increase to the federal per diem rate. The 20% increase was
implemented in April 2000 and will remain in effect until the implementation of refinements in the current
RUG case-mix classification system. The 4% increase was implemented in April 2000 and expired on
September 30, 2002. BIPA also included two key provisions: [i] a 16.66% increase in the nursing component
of the federal per diem rate and [ii] a 6.7% increase in the 14 RUG payments for rehabilitation therapy
services. The 16.66% increase was implemented in April of 2001 and expired on September 30, 2002. The
6.7% increase is an adjustment to the 20% increase granted in BBRA and spreads the funds directed at three
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of those 15 RUGs to an additional 11 rehabilitation RUGs. This increase was implemented in April 2001 and
will remain in ¢1Tect until the implementation of refinements in the current RUG case-mix classification
system. The 4% and 16.66% increases that expired on September 30, 2002 decreased annual reimbursement
by roughly $1.8 billion. Although the Centers for Medicare and Medicaid Services (“CMS”) did not
implement RUG refinements for fiscal year 2004, annual reimbursement will be reduced by roughly
$1.0 billion if the new case-mix system is implemented in the future. There is no assurance that the new case-
mix classification will account for this reduction so that nursing facilities are not adversely affected.

Skilled nursing facilities received a 2.6% inflation basket increase in Medicare payments for federal fiscal
year 2003, which resulted in roughly $400 million in additional reimbursement. In addition, CMS did not
refine the existing RUG classification system for fiscal year 2003 or fiscal year 2004, resulting in roughly
$1.0 billion of additional annual reimbursement remaining in place. For fiscal year 2004, Congress approved a
3.0% market basket increase and CMS approved a 3.26% increase to the Medicare market basket update to
correct for historical errors in the inflation formula. The result of the two separate inflationary updates is an
addition of over|$850 million to Medicare reimbursement in fiscal year 2004. The Medicare Prescription Drug,
Improvement, and Modernization Act of 2003 imposed a moratorium on the therapy caps for Part B
outpatient rehabilitation services through December 31, 2005. The therapy caps were mandated by the BBA.
If ever imposed, the annual payment cap would apply twice. A $1,590 cap per patient applies to occupational
therapy and a sécond $1,590 cap applies to physical and speech therapy combined. Patients exceeding the cap
would need to use private funds to pay for the cost of additional therapy.

Medicare Reimbursement and Specialty Care Facilities. For the year ended December 31, 2003,
approximately 42% of the revenues at our specialty care facilities (which comprised 6% of our revenues for the
year ended December 31, 2003) were from Medicare. Our specialty care facilities generally are reimbursed by
Medicare under either the diagnosis related group/outpatient prospective payment system reimbursement
meth